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Summary 

Addressing tax evasion and avoidance through use of tax havens has been the subject of a number 
of proposals in Congress and by the President. Actions by the Organization for Economic 
Cooperation and Development (OECD) and the G-20 industrialized nations also have addressed 
this issue. In the 111 th Congress, the EURE Act (P.L. 1 11-147) included several anti -evasion 
provisions, and P.L. 111-226 included foreign tax credit provisions directed at perceived abuses 
by U.S. multinationals. Numerous legislative proposals to address both individual tax evasion and 
corporate tax avoidance have been advanced. 

Multinational firms can artificially shift profits from high-tax to low-tax jurisdictions using a 
variety of techniques, such as shifting debt to high-tax jurisdictions. Because tax on the income of 
foreign subsidiaries (except for certain passive income) is deferred until income is repatriated 
(paid to the U.S. parent as a dividend), this income can avoid current U.S. taxes, perhaps 
indefinitely. The taxation of passive income (called Subpart F income) has been reduced, perhaps 
significantly, through the use of hybrid entities that are treated differently in different 
jurisdictions. The use of hybrid entities was greatly expanded by a new regulation (termed check- 
the-box ) introduced in the late 1990s that had unintended consequences for foreign firms. In 
addition, earnings from income that is taxed often can be shielded by foreign tax credits on other 
income. On average, very little tax is paid on the foreign source income of U.S. firms. Ample 
evidence of a significant amount of profit shifting exists, but the revenue cost estimates vary 
substantially. Evidence also indicates a significant increase in corporate profit shifting over the 
past several years. Recent estimates suggest losses that may approach, or even exceed, $100 
billion per year. 

Individuals can evade taxes on passive income, such as interest, dividends, and capital gains, by 
not reporting income earned abroad. In addition, because interest paid to foreign recipients is not 
taxed, individuals can evade taxes on U.S. source income by setting up shell corporations and 
trusts in foreign haven countries to channel funds into foreign jurisdictions. There is no general 
third-party reporting of income as is the case for ordinary passive income earned domestically; 
the Internal Revenue Service (IRS) relies on qualified intermediaries (QIs). In the past, these 
institutions certified nationality without revealing the beneficial owners. Estimates of the cost of 
individual evasion have ranged from $40 billion to $70 billion. The Foreign Account Tax 
Compliance Act (FATCA; included in the HIRE Act, RL. 1 11-147) introduced required 
information reporting by foreign financial intermediaries and withholding of tax if information is 
not provided. These provisions became effective only recently, and their consequences are not yet 
known. 

Most provisions to address profit shifting by multinational firms would involve changing the tax 
law: repealing or limiting deferral, limiting the ability of the foreign tax credit to offset income, 
addressing check-the-box, or even formula apportionment. President Obama’s proposals include a 
proposal to disallow overall deductions and foreign tax credits for deferred income, along with a 
number of other restrictions. Changes in the law or anti-abuse provisions have also been 
introduced in broader tax reform proposals. Provisions to address individual evasion include 
increased information reporting and provisions to increase enforcement, such as shifting the 
burden of proof to the taxpayer, increased penalties, and increased resources. Individual tax 
evasion is the main target of the HIRE Act, the proposed Stop Tax Haven Abuse Act, and some 
other proposals. 
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Introduction 

The federal government loses both individual and corporate income tax revenue from the shifting 
of profits and income into low-tax countries. The revenue losses from this tax avoidance and 
evasion are difficult to estimate, but some have suggested that the annual cost of offshore tax 
abuses may be around $100 billion per year. 1 International tax avoidance can arise from wealthy 
individual investors and from large multinational corporations; it can reflect both legal and illegal 
actions. 

Tax avoidance is sometimes used to refer to a legal reduction in taxes, whereas evasion refers to 
tax reductions that are illegal. Both types are discussed in this report, although the dividing line is 
not entirely clear. A multinational firm that constructs a factory in a low-tax jurisdiction rather 
than in the United States to take advantage of low foreign corporate tax rates is engaged in 
avoidance, whereas a U.S. citizen who sets up a secret bank account in the Caribbean and does 
not report the interest income is engaged in evasion. There are, however, many activities, 
particularly by corporations, that are often referred to as avoidance but could be classified as 
evasion. One example is transfer pricing, where firms charge low prices for sales to low-tax 
affiliates but pay high prices for purchases from them. If these prices, which are supposed to be at 
arms-length, are set at an artificial level, then this activity might be viewed by some as evasion, 
even if such pricing is not overturned in court because evidence to establish pricing is not 
available. 

Most of the international tax reduction of individuals reflects evasion, and this amount has been 
estimated to range from about $40 billion to about $70 billion a year. 2 This evasion has occurred 
in part because the United States does not withhold tax on many types of passive income (such as 
interest) paid to foreign entities; if U.S. individuals can channel their investments through a 
foreign entity and do not report the holdings of these assets on their tax returns, they evade a tax 
that they are legally required to pay. In addition, individuals investing in foreign assets may not 
report income from these assets. In 20 1 0, Congress enacted the Foreign Account Tax Compliance 
Act (FATCA), 3 which has recently become effective and requires foreign financial institutions to 
report information on asset holders or be subject to a 30% withholding rate. Its consequences for 
evasion have yet to be determined. 

Corporate tax reductions arising from profit shifting also have been estimated. As discussed 
below, estimates of the revenue losses from corporate profit shifting vary substantially, ranging 
from about $10 billion to about $90 billion, or even higher. 4 This activity appears to have 
increased substantially in recent years. 



1 See U.S. Senate Subcommittee on Investigations, Staff Report on Dividend Tax Abuse, September 1 1 , 2008. 

“ Joseph Guttentag and Reuven Avi-Yonah, “Closing the International Tax Gap, In Max B. Sawicky, ed. Bridging the 
Tax Gap: Addressing the Crisis in Federal Tax Administration, Washington, DC, Economic Policy Institute, 2005. 
Most recently, Gabriel Zucman estimated a revenue loss of $36 billion for evasion of tax on financial investments. See 
Gabriel Zucman, Taxing Across Borders: Tracing Personal Wealth and Corporate Profits, Journal of Economic 
Perspectives, Vol. 28, no. 4, Fall, 2014, pp, 121-148. 

3 The Foreign Account Tax Compliance Act was enacted in 2010 as part of the Hiring Incentives to Restore 
Employment Act (P.L. 1 1 1-147). See CRS Report R43444, Reporting Foreign Financial Assets Under Titles 26 and 
31: FATCA and FBAR, by Erika K. Lunder and Carol A. Pettit. 

4 Most recently, Zucman estimated, using two different methodologies, $54 billion and $133 billion for 2013. Gabriel 
Zucman, Taxing Across Borders: Tracing Personal Wealth and Corporate Profits, Journal of Economic Perspectives, 
(continued...) 
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